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SUBJECT: Research Expenses Credit/Increase to 15% of Excess Expenses/ M ni num Base
Not less Than 35%

SUMVARY

Under the Personal Incone Tax Law and the Bank and Corporation Tax Law, this bil
woul d increase the state credit for "qualified research expenses" from12%to 15%
and woul d decrease the mnimumthreshold for the taxpayer’s base anmpunt in
computi ng the research expenses credit fromnot | ess than 50%to not | ess than
35% of the taxpayer’s current year qualified research expenditures.

This analysis will not address the bill’'s provision that would require the
Legi sl ati ve Research Bureau to report on the econom c inpact of the research
credit as it does not inpact the departnent’s prograns and operations.

EFFECTI VE DATE

As a tax levy, this bill would take effect i mredi ately upon enactnent and woul d
apply to taxable or incone years beginning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 1495 (2000) and AB 2592 (2000) also would increase the qualified research
expenses credit percentage and decrease the mninumthreshold for conputing the
credit.

SB 705 (Stats. 1999, Ch. 77) increased the state credit for "qualified research
expenses"” from 11%to 12%

AB 68 (1999) woul d have increased the qualified research expenses credit
per cent age and decreased the m ni numthreshol d; however, AB 68 failed to pass out
of the first house by January 31 of the second year of the session

AB 465 (1999/2000) would increase the alternative increnmental research expenses
credit to 100% of the federal anmount.

SPECI FI C FI NDI NGS

Exi sting federal |aw provides for a research tax credit equal to 20% of the
anount by which a taxpayer's qualified research expenditures for a taxable year
i ncreased over its base anobunt for that year.
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A 20% research tax credit also applies to the excess of (1) 100% of corporate
cash expenditures (including grants or contributions) paid for basic research
conducted by universities (and certain nonprofit scientific research

organi zations) over (2) the sumof (a) the greater of two m ni mum basic research
floors plus (b) an amount reflecting any decrease in nonresearch giving to
universities by the corporation as conpared to such giving during a fixed-base
period, as adjusted for inflation. This separate credit conputation is comonly
referred to as the “university basic research credit.”

Except for certain university basic research paynents made by corporations, the
research tax credit applies only to the extent that the taxpayer's qualified
research expenditures for the current taxable year exceed its base anmount. The
base anobunt for the current year generally is conputed by rmultiplying the
taxpayer's “fixed-base percentage” by the average anobunt of the taxpayer's gross
receipts for the four preceding taxable years. |If a taxpayer both incurred
qgual i fi ed research expenditures and had gross recei pts during each of at | east
three taxable years from 1984 through 1988, then its “fixed-base percentage” is
t he percentage that its total qualified research expenditures for the 1984-1988
period is of its total gross receipts for that period (subject to a maxi num
percentage of 16%. All other taxpayers, including any firmthat had both gross
recei pts and qualified research expenses in the first taxable year begi nning
after 1983 (so-called “start-up firns”), are assigned a fixed-base percentage of
3%

In computing the credit, a taxpayer's base anmount may not be less than 50%of its
current-year qualified research expenditures. To prevent artificial increases in
research expenditures by shifting expenditures anong commonly-controlled or
otherwise related entities, a special aggregation rule provides that all nenbers
of the sanme controlled group of corporations are treated as a single taxpayer
Special rules apply for conmputing the credit when a mgjor portion of a business
changes hands, under which qualified research expenditures and gross receipts for
periods prior to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those expenditures and
recei pts for purposes of reconputing a taxpayer's fixed-base percentage.

Taxpayers are allowed to elect an alternative increnental research credit regine;
however, this alternative increnental credit would not be inpacted by this bil
and therefore will not be discussed in this analysis.

Qualified research expenditures eligible for the research tax credit consist of:
(1) “in-house” expenses of the taxpayer for wages and supplies attributable to
qgualified research; (2) certain time-sharing costs for conmputer use in qualified
research; (3) 65% of anmounts paid by the taxpayer for qualified research
conducted on the taxpayer's behalf (so-called "contract research expenses"); and
(4) 75% of anounts paid to a research consortiumfor qualified research if the
research consortiumis a tax-exenpt organization and i s organi zed and operat ed
primarily to conduct scientific research, and the qualified research is conducted
by the consortium on behalf of the taxpayer and one or nore persons not rel ated
to the taxpayer.
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To be eligible for the credit, the research nmust not only satisfy the existing
research expenses deduction requirenents, but also must be undertaken for the
pur pose of discovering information that is technol ogical in nature, the
application of which is intended to be useful in the devel opnent of a new or

i nproved busi ness conponent of the taxpayer, and must pertain to functional
aspects, performance, reliability, or quality of a business conponent. Research
does not qualify for the credit if substantially all of the activities relate to
style, taste, cosnetic, or seasonal design factors. |In addition, research does
not qualify for the credit if conducted after the begi nning of conmerci al
production of the business conponent, if related to the adaptati on of an existing
busi ness conmponent to a particular custoner's requirenments, if related to the
duplication of an existing business conmponent froma physical exam nation of the
component itself or certain other information, or if related to certain
efficiency surveys, nmarket research or devel opment, or routine quality control

Expenditures attributable to research conducted outside the United States do not
enter into the credit conputation. |In addition, the credit is not available for
research in the social sciences, arts, or humanities, nor is it avail able for
research to the extent funded by any grant, contract, or otherw se by anot her
person (or governmental entity).

Exi sting state law conforns with specific nodifications to the federal research
credit.

This bill would increase the state credit for "qualified research expenses" from
12%to 15% and woul d decrease the mnimumthreshold for the taxpayer’s base
anmount in conputing the research expenses credit fromnot |ess than 50%to not

| ess than 35% of the taxpayer’s current year qualified research expenditures,
thereby making this latter provision of state law no longer in conformty with

t hat aspect of the federal credit.

| npl enent ati on Consi der ati ons

I mpl ementing this bill would occur during the departnent’s normal annual
syst em updat e.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be revenue | osses as shown
bel ow

Revenue | npact of AB 1953
Assuned Enacted after 6/30/2000
Losses in $ MIlions
2000-01 2001-02 2002- 03 2003-04
($26) (941) ($50) ($54)

This estimate does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis measure.
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Revenue Estimate Di scussion

The revenue inpact of this proposal is estimated in the foll ow ng manner.
The research credits generated under current and proposed | aws are sinul ated
for each corporation in a sanple of the 50 corporations with the |argest
research and devel opnent expenses. These sinulations take into account
specific mcro-econonic data for each corporation such as gross receipts,
wage, property, and sales factors, net income, historical research

expendi tures, and detailed tax and financial data. The results of the

sinmul ations are weighted statistically to the population level. The revenue
| osses are estimated as the differences between the taxes sinulated under
current and proposed |laws. The Departnent O Finance forecast of corporate
profits is used to extrapolate the estimates to future years.

Revenue inpact for the Personal Incone Tax Law is assunmed to be equal to 5%
of the Bank and Corporation Tax Law i npact and is added to the corporate

i npact .
PCOSI TI ON

Pendi ng.






